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NOTES FOR FOMC MEETING 
Februa ry  1 3 ,  1 9 8 5  

Sam Y .  C ross  

Once a g a i n  t h e  d o l l a r  opened t h e  new y e a r  on a v e r y  s t r o n g  

n o t e .  I n  two waves - -one  around t h e  t u r n  o f  t h e  y e a r ,  t h e  o t h e r  i n  

F e b r u a r y - - t h e  d o l l a r  moved s h a r p l y  h i g h e r .  I t  h a s  r eached  new peaks  

f o r  t h e  f l o a t i n g  r a t e  p e r i o d  a g a i n s t  t h e  German mark and r e c o r d s  

a g a i n s t  s t e r l i n g  and most c o n t i n e n t a l  c u r r e n c i e s .  S i n c e  your  l a s t  

m e e t i n g ,  t h e  d o l l a r  r o s e  1 0  p e r c e n t  a g a i n s t  t he  Swiss  f r a n c ,  9 p e r c e n t  

a g a i n s t  s t e r l i n g ,  and abou t  6 - 7  p e r c e n t  a g a i n s t  most c o n t i n e n t a l  

c u r r e n c i e s  and t h e  Japanese  yen .  

An improving  o u t l o o k  f o r  t h e  r e a l  economy i n  t h e  Un i t ed  

S t a t e s ,  t o g e t h e r  w i t h  c o n t i n u i n g  good news on t h e  p r i c e  f r o n t .  has  

c e r t a i n l y  b e n e f i t e d  t h e  d o l l a r .  I n  a d d i t i o n .  marke t  p r o f e s s i o n a l s  

have c o n s i s t e n t l y  been impressed  by t h e  s t r e n g t h  o f  commercial- and 

i n v e s t m e n t - r e l a t e d  demand f o r  d o l l a r s  coming from t h e i r  c u s t o m e r s .  

Concern abou t  t h e  economic i m p l i c a t i o n s  o f  c o n t i n u i n g  l a r g e  

e x c h a n g e - r a t e  movements, a s  w e l l  a s  q u e s t i o n s  abou t  t h e  e f f e c t  o f  

d e c l i n i n g  o i l  p r i c e  on s t e r l i n g ,  l e d  market  p a r t i c i p a n t s  t o  e x p e c t  a 

p o l i c y  r e sponse  t o  the  most r e c e n t  market  deve lopments .  I n  s e v e r a l  

c o u n t r i e s .  t h e  a u t h o r i t i e s  responded w i t h  monetary  p o l i c y  a c t i o n s .  

The Bank of  England t o o k  t h e  i n i t i a t i v e  t o  h e l p  s t e r l i n g ,  pushing  up 

i n t e r e s t  r a t e s  by r e i n s t i t u t i n g  i t s  minumum l e n d i n g  r a t e  f o r  one d a y .  

But s t e r l i n g  c o n t i n u e d  t o  weaken. and money marke t  d e a l i n g  r a t e s  r o s e  

f u r t h e r .  I n  j u s t  ove r  2 weeks,  s h o r t - t e r m  B r i t i s h  i n t e r e s t  r a t e s  

i n c r e a s e d  4-112 p e r c e n t a g e  p o i n t s .  I n  Germany. t h e  Bundesbank r a i s e d  

i t s  Lombard r a t e  by 1 1 2  p e r c e n t a g e  p o i n t  p a r t l y  t o  s tem c o n t i n u i n g  

c a p i t a l  ou t f lows  and p a r t l y  f o r  t e c h n i c a l  r e a s o n s .  T h i s  was fo l lowed  

by i n c r e a s e s  by t h e  N e t h e r l a n d s  Bank of  i t s  own l e n d i n g  r a t e s .  

C e n t r a l  banks i n  I t a l y .  F rance  and Belgium, however ,  t o o k  advan tage  o f  
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the tendency for their currencies to strengthen against the German 


mark to lower their interest rates somewhat. 


Despite these actions market participants were of the view 


that the scope for major monetary policy tightening abroad was 


limited. European countries have still made only limited progress in 


reducing unemployment. As a result, attention focused on intervention 


as a policy tool. Around mid-January, the G-5 Finance Ministers' 


meeting was seen as providing an opportunity for the major countries 


to adopt a more active and coordinated intervention policy. In fact, 


the G-5 Ministers reaffirmed the 1983 Williamsburg Summit Accord on 


exchange market intervention. Coordinated and visible intervention 


operations were then conducted. The increase in intervention, 


together with more public discussion of intervention, for a time 


generated a sense of two-way risk. 


Since the G-5 meeting, the G-10 central banks increased their 

dollar intervention to sell $2-1/4 billion net, up from only about 

$1/2 billion during the previous four weeks. The figure for the post 

G-5 meeting period includes total sales of $320.4 million against 

marks and yen by U . S .  authorities. Between your last FOMC meeting and 

mid-January, the United States had not intervened. After the G-5 

meeting, the United States intervened on four occasions to resist 

renewed rises in dollar rates. In these operations $271.6 million was 

sold against marks and $48.8 million against yen, shared equally 

between the Treasury and the Federal Reserve. As for the others, the 

Germans sold over $700 million, the British and Japanese each sold 

over $200 million and all others except the Swiss sold some dollars. 

The French and Italians, while intervening in dollars, also operated 

more extensively by buying EMS currencies, yen, and ECUs. 
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The c u r r e n t  a t t i t u d e  of t h e  o t h e r  G - 1 0  c o u n t r i e s  t owards  ou r  

i n t e r v e n t i o n  seems t o  range  from f r u s t r a t i o n  t o  i r r i t a t i o n .  They 

acknowledge U.S. conce rns  about  ou r  n o t  b e i n g  s e e n  a s  b a s h i n g  ou r  own 

c u r r e n c y .  They a l s o  r e c o g n i z e  t h a t  t h e  Fed is n o t  a f ree  a g e n t  i n  

t h i s  m a t t e r .  Also t h e r e  i s  a view t h a t  d u r i n g  r e c e n t  weeks t h e  

u n d e r l y i n g  s i t u a t i o n  w i t h  r e s p e c t  t o  t h e  s t r e n g t h  o f  t h e  U.S. economy 

and t h e  p r o s p e c t  f o r  i n t e r e s t  r a t e s  d u r i n g  t h i s  p e r i o d  made a r i se  i n  

t h e  d o l l a r  exchange r a t e  perhaps  i n e v i t a b l e .  C e r t a i n l y .  t h e y  would 

l i k e  t o  s e e  us i n t e r v e n e  much more h e a v i l y ,  and some f ee l  t h a t  t h e  

i n t e r v e n t i o n  o p e r a t i o n s  we have unde r t aken  have  no t  been c a r r i e d  o u t  

i n  a way t o  g e t  maximum a t t e n t i o n  and e f f e c t .  Very b r o a d l y  t h e r e  i s  

concern  t h a t  t h e  element  o f  u n c e r t a i n t y  i n t r o d u c e d  by t h e  J a n u a r y  G - 5  

agreement  may b e  f i z z l i n g  o u t  u n l e s s  t h e r e  a r e  some new i n i t i a t i v e s .  -
Fol lowing  a P h i l i p p i n e  drawing on i t s  s t andby  ar rangement  

w i t h  t h e  IMF. t h e  P h i l i p p i n e s  f u l l y  r e p a i d  i t s  $45 m i l l i o n  swap 

drawing  w i t h  t h e  U.S. T r e a s u r y .  a long  w i t h  $30 m i l l i o n  t o  t h e  Bank of 

J a p a n ,  and $ 5  m i l l i o n  t o  t h e  Bank o f  South Korea.  Also d u r i n g  t h e  

p e r i o d  s i n c e  your  l a s t  mee t ing ,  Argen t ina  drew i t s  $500 m i l l i o n  b r i d g e  

f i n a n c i n g  swap f a c i l i t y  w i t h  t h e  U . S .  T r e a s u r y .  S h o r t l y  a f t e r .  i n  

J a n u a r y .  it r e p a i d  t h e  drawing i n  two i n s t a l l m e n t s ,  u s i n g  p roceeds  o f  

t h e  IMF c r e d i t s  under  t h e  Compensatory f i n a n c i n g  f a c i l i t y  and a new 

s t a n d b y  ar rangement .  



NOTES FOR FOMC MEETING 
February 12-13, 1985 
Peter D. S t e r n l i g h t  

Fol lowing t h e  December mee t ing  of t h e  Committee,  t h e  Desk 

sough t  a f u r t h e r  e a s i n g  of r e s e r v e  p r e s s u r e s  on t h e  banking system, 

c o n t i n u i n g  t h e  accommodative t r e n d  o f  t h e  p r e v i o u s  few months. 

Reserve p a t h s  were drawn a l l o w i n g  f o r  a d j u s t m e n t  and  s e a s o n a l  

borrowing of $300 m i l l i o n  (compared w i t h  $400 m i l l i o n  just 

p r e v i o u s l y ) ,  and i n  day-to-day e x e c u t i o n  o f  p o l i c y  uncertainties were 

r e s o l v e d  on t h e  accommodative s i d e ,  r e c o g n i z i n g  the Committee 's  

i n i t i a l  p r e f e r e n c e  f o r  a borrowing l e v e l  of "up t o  $300 mi l l i on" .  

Given t h a t  approach ,  f u r t h e r  unde r sco red  by t h e  1 1 2  p e r c e n t  c u t  i n  t h e  

d i s c o u n t  ra te  announced December 2 1 ,  t h e  r e s e r v e  c l i m a t e  had a n  e a s y  

c a s t  d u r i n g  t h e  f i r s t  s e v e r a l  weeks o f  t h e  p e r i o d .  F e d e r a l  funds 

t r a d e d  mos t ly  around 8 114 p e r c e n t ,  and  o c c a s i o n a l l y  s l i p p e d  c l o s e  t o  

8 p e r c e n t  o r  e v e n  below, g i v i n g  r ise t o  some s e n t i m e n t  t ha t  f u r t h e r  

e a s i n g  s t e p s  migh t  be i n  s t o r e .  A b u l g e  i n  the f u n d s  ra te  t o  a n  

8 314 p e r c e n t  ave rage  i n  t h e  year-end week d i d  no t  d e n t  t h i s  view as 

t h e  r i se  was w i d e l y  r ega rded  a s  a s e a s o n a l  a b e r r a t i o n .  

By a b o u t  mid-January, a g a i n s t  a background of a p p r e c i a b l y  

s t r o n g e r  monetary growth t h a n  e n v i s a g e d  a t  t h e  Committee m e e t i n g ,  and 

e v i d e n c e  t h a t  t h e  summer and e a r l y  autumn l u l l  i n  economic a c t i v i t y  

had  g iven  way t o  a renewal  o f  s t u r d i e r  g rowth ,  the  Desk 's  approach  w a s  

mod i f i ed  s l i g h t l y  t o  de-emphasize the ex t r a  t i l t  toward ease. While 

t h e  p a t h s  were st i l l  drawn t o  a l l o w  fo r  $300 m i l l i o n  of borrowing,  

e x e c u t i o n  was no l o n g e r  b i a s e d  t o  the accommodative s i d e .  Fo r  a t i m e ,  

funds c o n t i n u e d  t o  ave rage  around 8 114 p e r c e n t ,  b u t  i n  t h e  f i n a l  d a y s  

o f  January and ear ly  i n  February.  t h e  r a t e  pushed u p  t o  a round  

8 112-314 .  T h i s  seemed t o  be  due  i n  p a r t  t o  u n e x p e c t e d l y  h i g h  
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T r e a s u r y  balances, - .or  o ther  f a c t o r s  c a u s i n g  r e s e r v e  s h o r t f a l l s ,  

p e r h a p s  a b e t t e d  by m a r k e t  a n t i c i p a t i o n  t h a t  r a t e s  might  b e  a l l o w e d  t o  

edge  h i g h e r  given t h e  s t r o n g e r  money growth. I n  t h e  l a s t  several  

d a y s ,  though,  w i t h  some encouragement from Desk o p e r a t i o n s ,  f u n d s  

t r a d i n g  backed o f f  t o  a range around 8 l f4-1f2.  Y e s t e r d a y ,  it w a s  

8 1f4. 

A c t u a l  l e v e l s  of ad jus tmen t  and s e a s o n a l  bo r rowing  g y i a t e d  a 

f a i r  amount d u r i n g  t h e  p e r i o d ,  e s p e c i a l l y  i n  t h e  year-end p e r i o d  when 

t h e r e  were u n u s u a l l y  l a r g e  deffiands f o r  e x c e s s  reserves. In the  

two-week p e r i o d  ended J a n u a r y  2 ,  borrowing ave raged  a b o u t  

$650 m i l l i o n ,  mos t  o f  i t  i n  t h e  year-end week. I n  t h e  n e x t  two-week 

p e r i o d ,  ended J a n u a r y  16, borrowing averaged a c l o s e - t o - p l a n n e d  

$260 mi l l ion ,  f o l l o w e d  by $383 m i l l i o n  i n  t h e  i n t e r v a l  ended 

Janua ry  30. So f a r  i n  t h e  c u r r e n t  per iod ( th rough  Sunday) t h e  a v e r a g e  

h a s  been a b o u t  $370 m i l l i o n .  Nonborrowed r e s e r v e s  exceeded t h e  p a t h  

o b j e c t i v e  by n e a r l y  $300 m i l l i o n  i n  t h e  year-end r e s e r v e  p e r i o d ,  w h i l e  

i n  t h e  n e x t  two p e r i o d s  nonborrowed r e s e r v e s  were f a i r l y  close t o  p a t h .  

Fo r  most  o f  t h e  p e r i o d ,  Desk o p e r a t i o n s  were on t h e  r e s e r v e  

a b s o r p t i o n  s i d e ,  c o u n t e r i n g  t h e  s e a s o n a l  r e l e a s e  o f  r e s e r v e s  t h a t  

stemmed mos t ly  f rom pos t -Chr i s tmas  currency r e t u r n  f lows  and s e a s o n a l  

d e c l i n e s  i n  r e q u i r e d  r e s e r v e s .  Ou t r igh t  h o l d i n g s  o f  s e c u r i t i e s  were 

reduced by a n e t  $4.3 b i l l i o n ,  i n c l u d i n g  a market s a l e  o f  $1.5 b i l l i o n  

i n  b i l l s ,  n e t  s a l e s  o f  b i l l s  and n o t e s  t o  f o r e i g n  a c c o u n t s  of  a b o u t  

s.8 b i l l i o n ,  and b i l l  r e d e m p t i o n s  of $2 b i l l i o n .  I n t e r s p e r s e d  w i t h  

t h e s e  n e t  s a l e s ,  t h e  Desk p rov ided  r e s e r v e s  t e m p o r a r i l y  on a b o u t  a 

dozen and a h a l f  o c c a s i o n s  th rough  System o r  c u s t o m e r - r e l a t e d  
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r e p u r c h a s e  ag reemen t s  t o  c o p e  w i t h  t h e  uneven and sometimes u n e x p e c t e d  

b e h a v i o r  o f  f a c t o r s  such  a s  t h e  T r e a s u r y  b a l a n c e  and C o n t i n e n t a l ' s  

d i s c o u n t  window borrowing.  The re  was no  o c c a s i o n  for 

ma tched- sa l e fpu rchase  t r a n s a c t i o n s  i n  t h e  marke t ,  a l t h o u g h  t h e y  were 

used r o u t i n e l y  w i t h  foreign a c c o u n t s  t o  p r o v i d e  an i n v e s t m e n t  for  p a r t  

or a l l  of t h e  f o r e i g n  r e p o  pool .  

Market in te res t  r a t e  developments  were r u l e d  by c ross  

c u r r e n t s  d u r i n g  t h e  i n t e r m e e t i n g  p e r i o d ,  w i t h  o n l y  modest n e t  c h a n g e s  

f o r  t h e  i n t e r v a l  as a whole. Short- term rates  pushed a l i t t l e  l o w e r  

i n  t h e  e a r l y  d a y s  o f  the p e r i o d ,  c o n t i n u i n g  t h e  d e c l i n e  of t h e  

p r e v i o u s  few months , . and  t h e n  backed and f i l l e d  w i t h o u t  t r e n d  t h r o u g h  

most of Janua ry .  A prime r a t e  r e d u c t i o n  from t h e  l a r g e l y  p r e v a l e n t  

11 114 p e r c e n t  l e v e l  w a s  j u s t  g e t t i n g  unde r  way a t  t h e  t i m e  of t he  

l a s t  mee t ing  and t h e  ra te  edged o f f ,  s l u g g i s h l y ,  t o  10 112 by 

mid-January a s  banks  seemed i n  no b i g  h u r r y  t o  narrow t h e  g a p  b e t w e e n  

t h e  p r i m e  r a t e  and t h e i r  c o s t  o f  funds.  By l a t e  January and e a r l y  

February s h o r t - t e r m  market  ra tes  moved somewhat h i g h e r .  i n  a p p a r e n t  

r e sponse  t o  h i g h e r  funds  r a t e s  and a p e r c e p t i o n  t h a t  t h e  System h a d  

d u l l e d  t h e  edge of  i t s  accommodative s t a n c e  a b i t .  I n  y e s t e r d a y ' s  

a u c t i o n  o f  t h r e e - and  six-month b i l l s ,  t h e  a v e r a g e  i s s u i n g  r a t e s  were 

about  8.20 and 8 . 2 8  p e r c e n t ,  up from 7 . 9 7  and 8.15 p e r c e n t  j u s t  b e f o r e  

t h e  l a s t  meet ing.  

Rates  i n  t h e  i n t e r m e d i a t e  and  l o n g e r  term markets .  which h a d  

changed r e l a t i v e l y  l i t t l e  i n  t h e  f i n a l  months o f  1984 when s h o r t  r a t e s  

were d e c l i n i n g  n o t i c e a b l y ,  d i d  d e c l i n e  a p p r e c i a b l y  i n  Janua ry .  Marke t  

p a r t i c i p a n t s  seemed p a r t i c u l a r l y  encourage! by what they r e g a r d e d  as  
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good p r o s p e c t s  f o r  c o n t a i n i n g  i n f l a t i o n ,  a view t h a t  was b o l s t e r e d  by -

weakness i n  o i l  p r i c e s  and t h e  r e p o r t  on f o u r t h q u a r t e r  GNP t h a t  

h i g h l i g h t e d  a s t r e n g t h e n i n g  of real  growth a t  t h e  same time t h e  

d e f l a t o r  was e d g i n g  lower. Incoming b u s i n e s s  news sugges t ed  t h a t  t h e  

l a t e  1904 l u l l  was n o t  g i v i n g  way t o  an over-exuberant  boom b u t  j u s t  a 

moderate p a c e  of expans ion  t h a t  d i d  n o t  t h r e a t e n  renewed i n f l a t i o n .  

As the T r e a s u r y ' s  q u a r t e r l y  f i n a n c i n g  announcement d a t e  apprqeched,  

n e a r  t h e  end of Janua ry ,  t h e r e  was an a tmosphere  o f  near-buoyancy i n  

which t h e  marke t  seemed to  s h r u g  o f f  t h e  p r o s p e c t  o f  huge d e f i c i t s  and  

focused on t h e  p o s s i b i l i t y  t h a t  r a t e s  c o u l d  work lower i n  an 

environment of subdued i n f l a t i o n  and  modera t e  expansion.  Some 

p a r t i c i p a n t s  a lso e x p r e s s e d  a b i t  more op t imism a b o u t  p r o s p e c t s  f o r  

lower budget  d e f i c i t s .  T h i s  happy i d y l l  was i n t e r r u p t e d  s h o r t l y  a f t e r  

t h e  T r e a s u r y  announced i t s  r e c o r d  $19 b i l l i o n  mid-quarter  f i n a n c i n g ,  

however, a s  marke t  p a r t i c i p a n t s  g o t  a s e n s e  t h a t  f u r t h e r  e a s i n g  s t e p s  

were n o t  l i k e l y  n e a r  term a n d  i n d e e d  t h a t  a s l i g h t l y  firmer t i l t  migh t  

be  under  way. A n a l y s t s  p o i n t e d  t o  t h e  somewhat h i g h e r  funds ra te ,  t h e  

p e r s i s t e n c e  o f  s u b s t a n t i a l  money g rowth ,  and  t h e  sense t h a t  t h e  Desk 

was not m e e t i n g  r e s e r v e  n e e d s  w i t h  t h e  same a l a c r i t y  a s  e a r l i e r .  

In t h i s  s e t t i n g ,  t h e  i n t e r m e d i a t e  and l o n g e r  marke t s  g a v e  

back t h e i r  e a r l i e r  g a i n s  and  t h e  new T r e a s u r y  issues came a t  ra tes  

a p p r e c i a b l y  h i g h e r  t h a n  t h o s e  a n t i c i p a t e d  on t h e  Janua ry  30 

announcement d a t e .  Moreover,  w h i l e  t h e  3-year  n o t e  vas w e l l  b i d ,  t h e  

a u c t i o n s  f o r  t h e  10- and 30-year i s s u e s  were u n e n t h u s i a s t i c ,  and j u s t  

a f t e r  t h e  a u c t i o n s  a l l  t h r e e  new i s s u e s  t r a d e d  a t  lower p r i c e s  t h a n  

the b i d d e r s  had  paid.  A l i t t l e  b e t t e r  a tmosphe re  s t a r t e d  t o  emerge 
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l a t e  l a s t  week r e f l e c t i n g - a  l e s s e n i n g  o f  concern t h a t  p o l i c y  w a s  

t u r n i n g  f i rmer ,  b u t  t h e  market  gave ground a g a i n  y e s t e r d a y  i n  t h e  

a b s e n c e  o f  r e t a i l  demand f o r  t h e  s t i l l  ample i n v e n t o r i e s .  A t  

y e s t e r d a y ' s  c l o s e  t h e  3-year  n o t e  was r i g h t  around i s s u e  p r i c e  w h i l e  

t h e  10- and 30-year  i s s u e  were below i n  p r i c e .  

S p e c i a l  a t t e n t i o n  was g iven  t o  t h e  10- and 30-year i s s u e s  

t h i s  t i m e  b e c a u s e  of the new a b i l i t y  t o  t r a d e  t h e  s e p a r a t e  coupon and  

c o r p u s  payments i n  book-entry form, and a l s o  because t h e  30-year  bond 

i s  n o n c a l l a b l e  f o r  i t s  f u l l  term. While these new f e a t u r e s  g e n e r a t e d  

much d i s c u s s i o n ,  i t  a p p e a r s  so f a r  t h a t  demand f o r  s t r i p p i n g  f e l l  

s h o r t  o f  t h e  m a r k e t ' s  eager a n t i c i p a t i o n  of a few weeks ago. S t i l l ,  

t h e  long-term p o s s i b i l i t i e s  f o r  t r a d i n g  i n  t h e  s t r i p p e d  payments 

a p p e a r  t o  o f f e r  c o n s i d e r a b l e  p o t e n t i a l .  ( I n c i d e n t a l l y ,  t h e  Desk p l a n s  

t o  c o n s i d e r  i n  d u e  c o u r s e  whether  System open market o p e r a t i o n s  s h o u l d  

i n c l u d e  t h e s e  new i n s t r u m e n t s . )  

Tak ing  t h e  whole p e r i o d ,  y i e l d s  on i n t e r m e d i a t e  and l o n g e r  

T r e a s u r y  i s s u e s  were a b o u t  unchanged--perhaps n o t  t o o  bad a r e s u l t  

c o n s i d e r i n g  t h a t  t h e  T r e a s u r y  was r a i s i n g  n e a r l y  $29 b i l l i o n  i n  t h e  

coupon market  d u r i n g  t h e  i n t e r v a l .  

Not much a c t i v i t y  is r e p o r t e d  t h e s e  days i n  t h e  T r e a s u r y ' s  

4- and 5-year f o r e i g n  t a r g e t e d  issues sold l a s t  f a l l .  Quoted p r i c e s  

s u g g e s t  t h a t  t h e s e  i s s u e s  t r a d e  a t  y i e l d s  ve ry  n e a r  o r  s l i g h t l y  above  

t h o s e  on t h e  companion d o m e s t i c  issues ,  and roughly a f i f t h  o f  e a c h  

issue h a s  been  c o n v e r t e d  i n t o  t h e  domestic form where l i q u i d i t y  i s  

g r e a t e r .  I t  d o e s n ' t  seem l i k e l y  t h a t  t h e  Treasu ry  w i l l  s e l l  more of 

t h e s e  soon. 
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A s  u s u a l ,  market  p a r t i c i p a n t s  a r e  mixed i n  the i r  p r e s e n t  r a t e  

ou t look .  Few e x p e c t  t o  see t h e  Fed l e a d i n g  r a t e s  downward, g i v e n  t h e  

r e sumpt ion  of more r o b u s t  growth i n  money measu res  a n d  in the 

economy. Some do a n t i c i p a t e  r a t e  d e c l i n e s  i n  l o n g e r  m a t u r i t i e s ,  

though,  i f  o n l y  b e c a u s e  t h e y  r e g a r d  real  i n t e r e s t  ra tes  as st i l l  q u i t e  

h i g h ,  w h i l e  t h e  i n f l a t i o n  o u t l o o k  remains f a v o r a b l e .  Others, more 

impressed w i t h  t h e  l i k e l y  s t r e n g t h  o f  b u s i n e s s  and  the i n t r a c t a b i l i t y  

of budget  d e f i c i t s ,  e x p e c t  t h e  h i g h e r  r a t e s  more t y p i c a l  of a m a t u r i n g  

expansion.  There i s  a l s o  a r ange  of views abou t  t h e  Sys t em ' s  c u r r e n t  

p o s t u r e .  Some b e l i e v e  t h a t  a s l i g h t  f i r m i n g  was u n d e r t a k e n  i n  t h e  

p a s t  c o u p l e  o f  weeks. O t h e r s  a r e  no t  convinced o f  t h i s  and t h i n k  t h a t  

t h e  market may have  j u s t  overdone i t s  e a r l i e r  p e r c e p t i o n  OF t h e  d e g r e e  

of  i n t e n d e d  e a s e .  While t h e r e  a r e  o c c a s i o n a l  f l i r t a t i o n s  w i t h  

opt imism a b o u t  budget  p r o s p e c t s ,  t h e  more p e r s i s t e n t  view seems t o  b e  

t h a t  n o t  t o o  much should b e  expec ted  on t h i s  f r o n t .  The s t r e n g t h  o f  

t h e  d o l l a r  i n  t h e  f o r e i g n  exchange markets a l s o  commands a t t e n t i o n ,  

b e i n g  s e e n  a s  a r e a s o n  t o  b i a s  p o l i c y  toward t h e  more accommodative 

s i d e ;  b u t  t h e  d o l l a r ' s  s t r e n g t h  is a l s o  s e e n  by some as a s o u r c e  of 

v u l n e r a b i l i t y  when a downturn i n  i t s  v a l u e  f i n a l l y  comes. A t  t h i s  

p o i n t ,  I ' d  s a y  t h e  market i s  about  p r i ced  t o  a funds  r a t e  a round  

8 114 - 8 112 p e r c e n t .  

F i n a l l y ,  a s  most o f  you know, we p u t  o u t  f o r  p u b l i c  comment 

l a s t  week some r e v i s e d  s t a n d a r d s  of  c a p i t a l  adequacy for  Government 

s e c u r i t i e s  d e a l e r s .  I t  h a s  been a long  and a rduous  p r o c e s s  t o  p u t  

t h i s  t o g e t h e r  b e c a u s e  we wanted t o  work w i t h  t h e  p r imary  d e a l e t  
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connrmnity t o  bu i ld  support f o r  what i s  e s s e n t i a l l y  a voluntary 

standard. I th ink  the e f f o r t  is paying o f f  i n  t h a t  a t  l e a s t  t h e  

i n i t i a l  comments have been pos i t i ve .  Of course ,  w e ' l l  be hear ing  much 

more d e t a i l e d  comment over t h e  next  couple  of months, and w e  a l s o  

expect t he  s tandards t o  be t h e  s u b j e c t  o f  a Congressional Subcommittee 

hear ing next month. 
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Leeway 

Once aga in ,  reserve  p ro jec t ions  suggest  t h a t  i t  would be  

d e s i r a b l e  t o  have more than the  s tandard  $4 b i l l i o n  leeway f o r  

changing t h e  System's o u t r i g h t  ho ld ings  between Committee meetings.  

I n  t h i s  c a s e ,  t h e  main f a c t o r s  absorbing r e se rves  would be changes i n  

currency i n  c i r c u l a t i o n ,  vau l t  cash ,  and requi red  reserves .  Most 

l i k e l y  a $1 b i l l i o n  inc rease  t o  $ 5  b i l l i o n  would be  su f f i c - i en t ,  b u t  t o  

provide g r e a t e r  f l e x i b i l i t y ,  I would recormend a temporary $6 b i l l i o n  

l eve l .  ?hat would be t h e  same temporary c e i l i n g  t h a t  has  been i n  

e f f e c t  s ince  t h e  l a s t  meeting when we needed the  f l e x i b i l i t y  on the  

r e se rve  abso rb ing  s ide .  
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CHART SHOW -- INTRODUCTION 

During our presentation this afternoon we will be 


referring to the package of chart materials distributed to 


you. The first chart displays the principal assumptions 


that underlie the staff's economic and financial forecast, a 

forecast that for this meeting we extended through 1986. 

For monetary policy, we have assumed growth of M1 of around 

6-112 percent--which is in the upper part of the Committee's 

tentative long-run range--and slower expansion in 1986. 

These monetary assumptions and our  economic forecast are 

thought to be consistent with short-term interest rates 

around current levels or somewhat higher in 1985, but those 

rates could be moving lower in 1986 in conjunction with the 

effects of our fiscal policy assumptions, which include $50 

billion in deficit-reducing actions. Other assumptions we 

have made include moderate declines in both oil prices and 

the foreign exchange value of the dollar. 

The next chart provides additional information on 

the federal budget and compares the staff and recently 

released administration figures. In fiscal year 1985 the 

federal budget deficit on a unified basis is projected to be 

around $205 to $210 billion for both, and in the staff's 

estimate to decline to $189 billion in fiscal year 1986, or 

$11 billion above the administration's estimate. The 
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difference between the projections for 1986 is attributable 


to underlying economic assumptions, mainly our lower growth 


of nominal GNP. On a structural basis, measured at a 6 


percent unemployment rate, the deficit narrows only a lit


tle. 


The bottom left panel illustrates the composition 

of the assumed deficit-reducing actions. In contrast to the 

administration's proposed outlay reductions of $50 billion, 

we have assumed lower defense outlays, smaller cuts in 

nondefense programs, and some small tax increases. Never

theless, as shown in the bottom right panel, the budget 

deficit in 1986 will be historically high at 4 - 1 / 2  percent 

of GNP. 

The next chart provides some information on recent 

developments in the economy. The top panels indicate con

tinuing expansion in employment following the summer pause, 

and a resumption in growth of production as inventory imbal

ances have been largely worked out. The industrial proauc

tion index for January is estimated to have risen about 1 / 2  

percent, similar to the rise in November and Decembee. 

Consumer demands also picked up late last year as shown in 

the middle panels. Christmas sales were encouraged by price 

discounting and apparently were sufficiently good to reduce 

excess stocks. Auto sales recently have been on an uptrend, 
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with domestic sales hitting 8-112 million units annual rate 

in January. In the housing market, bottom left panel, the 

declines in mortgage interest rates by December had not 

shown through to any particular rise in activity, although 

we believe the irregular decline in starts through most of 

1984 came to an end. For business capital spending, the 

expansion of outlays continues but at more moderate rates 

than the extraordinary gains earlier in the recovery. The 

bottom right panel displays new orders figures, which have 

been relatively weak over the past half year or so. In part 

the behavior of orders is a sign of moderation in domestic 


equipment spending. but it also reflects the substitution of 


iciported capital goods for those produced domestically. 


The next chart shows the broad outlines of the 


staff's GNP projection. 
 Real GNP is expected to grow at a 


3-112 percent pace in 1985 and less next year. Domestic 

spending is projected to moderate as well, but more of that 

spending will be satisfied from domestic production than was 

the case in 1983 and 1984. Price performance is projected 

to be about the same in 1985 as last year, and with a 

declining dollar prices are projected to rise a little 

faster in 1986. The slower growth in economic activity that 


is projected is consistent with some further, but smaller, 


declines in the unemployment rate. 
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Mr. Prell will continue the presentation with a 


discussion of the staff's domestic economic and financial 


forecast. 


* * * * * * * * * *  
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February 12, 191 


CHART SHOW -- DOMESTIC DEVELOPMENTS 

The next  char t  portrays the forecast  for  consumer spending. 

We a r e  p ro jec t ing  a f u r t h e r  s t rong  gain of 4-112% i n  real consumer spending 

during 1985, followed by a 2-1/2% increase in 1986. This slowing genera l ly  

follows the  p a t t e r n  of r e a l  income, so t ha t ,  whi le  t h e  personal  saving rate 

drops back a b i t  from i t s  recent  higher l e v e l ,  i t  averages c lose  t o  6 percent 

i n  both years .  

Spending on durables has been very s t rong  thus far  i n  t h e  expansion, 

and i s  pro jec ted  t o  continue boosting outlays over t h e  next s e v e r a l  qua r t e r s .  

The 1980-82 period w a s  one of r i s i n g  unemployment and s luggish  income growth, 

and during t h a t  per iod purchases of durables were e s p e c i a l l y  depressed. The 

lower l e f t  panel shows that one r e s u l t  w a s  a s u b s t a n t i a l  f u r t h e r  aging of 

the  au to  s tock.  The consequent replacement demand, coupled with recent  

dec l ines  i n  opera t ing  cos t s  and increased production capac i ty ,  has  l ed  us  t o  

pred ic t  s t ronge r  au to  sa l e s ,  p a r t i c u l a r l y  i n  1985. S imi la r ly ,  s tocks  of 

non-auto durables  per  household, charted i n  the r i g h t  panel,  ro se  a t  r a t e s  

wel l  below trend dur ing  the  e a r l y  '80s. Although r e a l  i n t e r e s t  r a t e s  a r e  

high, we be l ieve  t h e  markets f o r  non-auto durables w i l l  be s t rong ,  a s  p o s i t i v e  

income and employment prospects maintain a favorable sentiment toward spending. 

As the  next char t  shows, we a l s o  a re  p ro jec t ing  a s t rengthening  i n  

housing demand i n  t h e  months ahead. Starts are expected t o  rise t o  around a 

1-314 mil l ion  u n i t  r a t e ,  with a l a rge r  share  f o r  single-family dwellings 

than was the  case on average i n  1984. A key f a c t o r  i n  t h e  outlook i s  mortgage 

r a t e s ,  which (as  ind ica ted  i n  the middle l e f t  panel)  have decl ined almost 

2 percentage poin ts  on f ixed  r a t e  loans s ince l a s t  summer. 
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We a r e  not pro jec t ing  a s  s t rong  an upsurge in starts a5 occurred a 

year  ago, p a r t l y  because, i n  l i g h t  of cont inuing weak house p r i c e s ,  r e a l  

borrowing cos t s  may look higher  t o  some p o t e n t i a l  buyers than they d i d  

then. Moreover, t h e  s t r e n g t h  i n  housing in e a r l y  '84 was enhanced by t h e  

aggressive marketing of ad jus t ab le  r a t e  loans,  r e f l e c t e d  i n  t h e  r i g h t  

panel. Since t h a t  t i m e ,  underwrit ing s tandards have been t igh teded  and 

t e a s e r  r a t e s  have become less common; a s  you can see, t h e  sha re  of ARMS in 

conventional loan o r ig ina t ions  has f a l l e n  considerably.  

However, t h e r e  probably i s  s t i l l  a considerable  pent-ug demand 

f o r  housing. e spec ia l ly  f o r  single-family homes and condos, as suggested by 

t h e  bottom l e f t  panel. As the  red l i n e  shows, t h e  per iod s i n c e  1980 

has seen the  only s i g n i f i c a n t  drop in decades in t h e  percent of households 

owning homes; furthermore,  t h e  crest of t h e  baby boom wave i s  passing 

through t h e  25-to-34 year age group t h a t  t r a d i t i o n a l l y  has included many 

f i r s t - t ime  buyers. The multi-family r e n t a l  s e c t o r ,  in c o n t r a s t ,  may face  

tougher going; vacancy rates--the r i g h t  panel--are a t  a ten-year high and 

many add i t iona l  u n i t s  a r e  under construct ion.  Moreover, t h e  Treasury's t ax  

reform proposal has heightened uncertainty about whether t h e  t a x  advantages 

t h a t  have spurred r e n t a l  property investment w i l l  be maintained. 

The next  char t  addresses the  f i n a n c i a l  condi t ion  of thd household 

sec to r ,  which we bel ieve i s  sound enough t o  support  s u b s t a n t i a l  f u r t h e r  

gains in spending. The upper l e f t  panel shows t h a t ,  while t h e  r a t i o  of debt 

t o  income has moved back t o  e a r l i e r  peak l e v e l s ,  t h e  s e c t o r  a s  a whole had 

a h e f t y  cushion of f i n a n c i a l  a s s e t s  even before t h i s  year ' s  s tock  market 

gains.  Moreover, a n  h i s t o r i c a l l y  high percentage of consumers s t i l l  f e e l  i t  

would be OK t o  borrow in order  t o  make a b ig  purchase. As shown i n  t h e  
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bottom l e f t  panel ,  consumers have not  y e t  experienced any r e a l  d i f f i c u l t y  i n  

se rv ic ing  t h e i r  ins ta l lment  debt--represented here  by au to  loans-a l though 

payment experience on mortgage loans has not  improved since 1982--evidently 

r e f l e c t i n g  mainly t h e  combination of heavy leveraging,  weak real e s t a t e  

p r i ces ,  and s t i l l  high unemployment. The f i n a l  panel  i n d i c a t e s  our expecta

t i o n  t h a t  home mortgage flows w i l l  expand only moderately over t h e  next  two 

years ,  while n e t  consumer c r e d i t  flows should diminish,  mainly because of a 

catchup in repayments r e l a t i v e  t o  extensions.  

Turning t o  t h e  business s e c t o r ,  the top panel  of t h e  next  

char t  puts  recent  inventory developments i n  a c y c l i c a l  perspect ive.  The 

long recession of 1981-82 was marked by a deep inventory l i qu ida t ion .  

With recovery uncer ta in  a t  f irst--and f inanc ing  c o s t s  s t i l l  high-the 

restocking process was i n i t i a l l y  very caut ious,  but i t  quickened a s  de l ive ry  

times began t o  lengthen and businessmen began t o  worry about g e t t i n g  caught 

shor t .  Then, when s a l e s  slowed last summer, they quickly c u t  o rde r s  and 

production--so t h a t  i n  t h e  fou r th  qua r t e r  inventory accumulation dropped 

sharply.  Although the re  may cu r ren t ly  be some d e s i r e  t o  bu i ld  inven to r i e s  

a t  auto dea lers  and in a few o the r  a reas ,  the  p i c tu re  in t h e  aggregate today 

seems t o  be one of reasonable balance with sales, and as ind ica t ed  in the 

t ab le ,  our pro jec t ion  a n t i c i p a t e s  t h a t  inventory investment will not be a 

s i g n i f i c a n t  f a c t o r  e i the r  way i n  inf luencing production t rends  over  t h e  

next two years. 

In c o n t r a s t ,  f i xed  investment, the  next  cha r t ,  should remain 

a support ing f a c t o r  in the  economic expansion. As t h e  top panel shows, we 

have had t h e  s t ronges t  BFI upswing s ince  World War II-,-one s t ronge r  

(espec ia l ly  in t h e  equipment area.) than seems expl icable  by past  r e l a t i o n s  



-&-

t o  output growth o r  c a p i t a l  cos ts .  One hypothesis is t h a t  t h e r e  has been 

something of a technological  revolut ion t h a t  has caused businesses  t o  speed 

up the  replacement of equipment. There is  some s t a t i s t i c a l  eviddnce t h a t  

replacement Investment has been unusually s t rong ,  and--as t h e  middle panel 

shows--sales of high-tech equipment have indeed soared. They tu tned  up 

smart ly  a t  t h e  beginning of t h i s  c y c l i c a l  upswing, and t h e i r  tremendous 

growth s ince  then has r a i sed  t h e i r  share  of t o t a l  equipment spending t o  more 

than 45 percent  recent ly .  

In the  s t r u c t u r e s  category, t h e  r i g h t  panel ,  commercial, bui lding 

ev ident ly  has been boosted by a good dea l  of specu la t ive  a c t i v i t y ,  o f t en  

financed by loans  with equi ty  k ickers  o r  by tax-she l te r  syndicat%ons; mean-

while,  o the r  cons t ruc t ion  a s  a whole has posted a more moderate recovery. 

Over t h e  months ahead, w e  expect t o  see  a taper ing  off  i n  

investment growth, as indica ted  i n  t h e  bottom panel. This is pae t ly  t h e  

normal e f f e c t s  of slower output growth. But, in add i t ion ,  t h e  l eve l ing  

off  of homebuilding should be accompanied by less vigor i n  shopping cen te r  

development, while  high vacancy r a t e s  should temper o f f i c e  bui lding.  

The f i n a n c i a l  s i d e  of the business p i c tu re  i s  covered in t h e  

next char t .  The top  panel Ind ica tes  t h a t ,  wi th  p r o f i t s  expected t o  weaken 

as the  growth of t h e  economy slows, out lays  f o r  i nven to r i e s  and f ixed  c a p i t a l  

are projected t o  o u t s t r i p  i n t e r n a l  funds by an increas ing  margin over  the  

next two years. I perhaps should note  t h a t  while l a rge  i n  absolu te  terms, 

t h i s  gap is moderate r e l a t i v e  t o ,  say. c a p i t a l  out lays .  Our flow-of-funds 

fo recas t  shows corporat ions ab le  t o  cover t h i s  f inanc ing  gap with a reduced 

l e v e l  of borrowing--as ind ica ted  i n  the  middle panel;  t h i s  is because we've 
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assumed t h a t  t h e  unusual absorpt ion of outstanding equi ty  shares  through 

debt-financed mergers and buyouts w i l l  come gradual ly  t o  a h a l t .  

There has been a l u l l  in short-term business borrowing recent ly ,  

but we expect i t  t o  resume a f a i r l y  strong growth t rend  soon. Consequently, 

although i ssuance  of intermediate- and long-term bonds (domest ical ly  and 

in the  Euromarket) is projected t o  be s u b s t a n t i a l ,  t h e  r a t i o  of loans and 

short-term paper t o  t o t a l  debt continues t o  creep upward in our forecas t .  

The d e t e r i o r a t i o n  of balance shee t  s t r u c t u r e  has l e f t  businesses  vulnerable  

t o  cash flow pressures  i f  i n t e r e s t  r a t e s  should rise sharp ly ;  a s  it is, a s  

indicated in t h e  f i n a l  panel ,  our p r o j e c t i o n - v i t h  no such jump in rates-

shows an extension of t h e  r i s e  in n e t  i n t e r e s t  payments r e l a t i v e  t o  corporate  

income t h a t  has accompanied the  heavy borrowing of t h e  pas t  year.  

The next  char t  focuses on t h e  government sec tor .  Real f e d e r a l  

purchases are projected t o  dece le ra t e  over 1985 and '86, under our budgetary 

assumptions. In the  s t a t e  and l o c a l  s e c t o r ,  spending spur ted  over the  first 

th ree  qua r t e r s  of l a s t  year ,  e s p e c i a l l y  f o r  cons t ruc t ion ,  but t h e n  slowed, 

and we a r e  not looking f o r  much impetus t o  aggregate demand from t h i s  s e c t o r  

in the  period ahead. As the  bottom panel i nd ica t e s .  t h e  o v e r a l l  s t a t e  and 

l o c a l  su rp lus ,  inc luding  t r u s t  funds,  is expected t o  remain l a rge  through 

1986. However, opera t ing  surpluses  a r e  projected t o  sh r ink  in 1986 a f t e r  

remaining s i z a b l e  again t h i s  year. Many un i t s  evident ly  a r e  tak ing  advantage of 

stronger-than-expected revenues now t o  r e s t o r e  t h e i r  cash balances and t o  

otherwise improve t h e i r  f i n a n c i a l  pos i t ions ,  but they l i k e l y  w i l l  come under 

increasing pressure  t o  undo earlier t a x  hikes. 

The upper l e f t  panel of t h e  next char t  shows t h a t  debt issuance by 

s t a t e s  and l o c a l i t i e s  is projec ted  t o  d i p  temporarily t h i s  year  in l i g h t  of 
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the  s e c t o r ' s  budgetary posi t ion.  Given the  t igh ten ing  of var ious r u l e s ,  a s  

w e l l  as t h e  a n t i c i p a t o r y  borrowing surge a t  the  end of 1984, private-purpose 

f inanc ing  i s  expected t o  remain a b i t  below last y e a r ' s  volume. We have not  

assumed t h e  adopt ion of proposed t ax  changes, which could a f f e c t  t h i s  market 

dramatical ly .  Federal  borrowing--in t h e  r i g h t  panel--wil l  remain heavy, 

cont inuing even i n  1986 t o  absorb an ex t r ao rd ina r i ly  l a r g e  proport ion of 

d o w s t i c  c red i t .  

The bottom panel p u l l s  together  the  var ious  s e c t o r a l  spending 

and sav ing  flows. As you can see, gross  p r iva t e  saving and gross  p r iva t e  

domestic investment, a s  a share  of GNP, were a t  t h e  upper end of t h e  h i s to r 

i c a l  range l a s t  year,  but t h e  general  contour of t h e  recent  and prospect ive 

movements i s  not  d i s t i n c t l y  d i f f e r e n t  from pas t  c y c l i c a l  pa t te rns .  The 

b i g  story--the "crowding out" s t o r y ,  a s  i t  were--is t h e  s i z e  of the govern

ment d e f i c i t ,  i t s  lack  of normal cyc l i ca l  narrowing, and t h e  counterpar t  

negative n e t  fore ign  investment ( t h a t  is ,  the  cur ren t  account d e f i c i t ) .  

In the  f o r e c a s t ,  t h e  government d e f i c i t  does not change much r e l a t i v e  t o  GNP, 

and i t  i s  pr imar i ly  a growing foreign c a p i t a l  inflow t h a t  provides t h e  marginal 

funding f o r  p r i v a t e  investment as  weakening p r o f i t s  and personal  saving c u t  

i n t o  t o t a l  p r iva t e  d o w s t i c  saving. 

The next char t  focuses on labor  market developments. Qons is ten t  

with t h e  slowing i n  GNP growth, we a r e  pro jec t ing  gains i n  payro l l  employment 

of 3 mi l l ion  i n  '85 and 2 mi l l ion  i n  '86, compared with 3-3/4 mi l l ion  l a s t  year.  

Factory pay ro l l s  a r e  r i s i n g  i n  the  fo recas t ,  but remain below t h e i r  1979 

peak, while o the r  employment is projected t o  r i s e  appreciably.  
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The middle panel,  depic t ing  the l abor  f o r c e  p a r t i c i p a t i o n  rate, 

r e f l e c t s  our expectat ion t h a t  good employment oppor tun i t i e s  w i l l  be drawing 

wre j o b  seekers  i n t o  the market. In addi t ion ,  t h e  movement of t h e  baby 

b o a  cohort  in to  t h e  age groups with wre cons i s t en t  labor  fo rce  attachment 

w i l l  tend t o  l i f t  t h e  p a r t i c i p a t i o n  rate. 

The lower panel i nd ica t e s  t h a t  we expect t h e  unemployment rate t o  

edge down over t h e  coming year before l eve l ing  out  as GNP groweh i n  1986 

approximates t h e  presumed t rend  rate of p o t e n t i a l  GNP growth. As you can 

see, t h e  job le s s  r a t e  i s  fo recas t  t o  e n t e r  what we be l ieve  t o  be t h e  v i c i n i t y  

of the  so-called "na tura l  rate," where labor  market s l a c k  w i l l  no longer  be 

s u f f i c i e n t  t o  exert general  downward pressure on wage increases .  

Our pro jec t ion  of hourly compensation inc reases  is l a i d  out  in t h e  

top panel of the  next chart .  Compensation increases  have slowed f u r t h e r  i n  

t h e  pas t  few qua r t e r s ,  and have run a t  about t h e  r a t e  of i n f l a t i o n .  This 

r e l a t i o n s h i p  --implying unchanged real wages-is no t  one l i k e l y  t o  be sus ta ined  

when product iv i ty  i s  t rending upward. However, w e  do not  foresee  any not iceable  

pickup i n  compensation growth u n t i l  1986. I n f l a t i o n  expectat ions have been 

moving downward, as, undoubtedly, has the  p reva i l i ng  concept of what c o n s t i t u t e s  

a "normal" wage gain. 

The l e f t  panel is of i n t e r e s t  i n  t h i s  regard.  In  major union 

se t t lements  during 1981. a l a rge  share  of wage inc reases  f e l l  i n  t h e  8 per-

cent  p lus  range. As the  recess ion  took hold and a number of i n d u s t r i e s  

experienced s p e c i a l  d i f f i c u l t i e s  r e l a t ed  t o  changes i n  t h e i r  domestic and 

i n t e r n a t i o n a l  competit ive environments. we saw a sharp diminution i n  t h e  

proportion of such large increases ,  and also a s i z a b l e  number of wage 

freezes and cuts .  By last year, desp i t e  the much improved condi t ions i n  
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many i n d u s t r i e s ,  a p a t t e r n  was emerging of i nc reases  most commonly i n  t h e  

0-to-4 percent range, with c u t s  s t i l l  occurr ing i n  cases where competit ive 

pressures were e s p e c i a l l y  in t ense  o r  where r e l a t i v e  wages were out of l ine.  

Looking a t  t h e  '85 bargaining calendar ,  i t  seems reasonable t o  expect a 

similar p ic ture .  

As t h e  r i g h t  panel shows, wages in t h e  non-union sector dece lera ted  

a l i t t l e  f u r t h e r  i n  1984; however, t h e  gains  outpaced those among unionized 

workers as they had i n  '83. The r e l a t i v e  movement of t h e  pas t  two years  has 

put only a small dent i n  the  union-nonunion d i f f e r e n t i a l  t h a t  had swelled 

over t h e  preceding decade, and we a n t i c i p a t e  a tendency f o r  the  recent  p a t t e r n  

t o  continue. 

Since we have moved beyond the  i n i t i a l  s t ages  of recovery when out-

put per hour worked normally records i t s  s t ronges t  growth, we a r e  a n t i c i p a t i n g  

a considerably reduced product iv i ty  o f f s e t  t o  r i s i n g  compensation. Consequently, 

un i t  labor  cost  increases  are projected t o  rise from t h e  2 percent f i g u r e  of 

1984 t o  around 3-114 percent t h i s  year  and somewhat more next year. 

Under t h e  circumstances,  we don ' t  expect a f u r t h e r  slowing of 

p r i ce  inflation--as may be seen in the  top panel of t h e  next char t .  Rather,  

p r i ces ,  a s  measured by the  index f o r  gross  business product,  are projected 

t o  r i s e  a t  about the  same pace t h i s  year  as  in 1984, and then t o  acce le ra t e  

gradual ly  into t h e  4-112 percent a r ea  by the  end of 1986. 

The lower l e f t  panel h igh l igh t s  two components of p r i ces  f o r  which 

spec ia l  supply inf luences  can be e spec ia l ly  important. Food pr ices  appear 

l i k e l y  t o  rise on average a t  a r a t e  j u s t  a shade above t h a t  f o r  p r i ces  gen

e ra l ly .  As an a s i d e ,  I would note  t h a t  our fo recas t  of crop and l i ves tock  

p r i ces  suggests  t h a t  farm income w i l l  remain weak. Prom t h a t  s tandpoint ,  
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a g r i c u l t u r a l  c r e d i t  problems w i l l  not  be eased. Energy p r i c e s ,  the  black l i n e ,  

should be a highly cons t ruc t ive  element in t h e  o v e r a l l  i n f l a t i o n  p i c t u r e ,  as 

the dec l ine  in world oil pr i ces  mre than o f f s e t s  the in f luence  of moderate 

inc reases  in n a t u r a l  gas and e l e c t r i c i t y  p r i ces ,  a t  least u n t i l  the  la t ter  

p a r t  of ‘86. 

A key element in t h e  projected acce le ra t ion  of p r i c e s  over t h e  

next two years  is the impact of the an t i c ipa t ed  deprec ia t ion  of the d o l l a r .  

As t h e  r i g h t  panel ind ica tes ,  t h e  u n i t  value of nonpetroleum imports is 

projec ted  t o  pick up l a t e r  t h i s  year and t o  rise a t  an 8 percent  annual r a t e  

through 1986. 

M r .  Truman w i l l  d i scuss  fu r the r  the outlook for t h e  d o l l a r  and 

o ther  i n t e r n a t i o n a l  developmnts.  



-- 

E . M .  T r u m a n  
F e b r u a r y  12, 1 9 8 5  

FOMC C H A R T  SHOW I N T E R N A T I O N A L  DEVELOPMENTS 

T h e  f i r s t  c h a r t  a f t e r  t h e  d i v i d e r  p r o v i d e s  a p e r s p e c t i v e  

on t h e  U.S. d o l l a r ' s  r e m a r k a b l e  a p p r e c i a t i o n  d u r i n g  t h e  p a s t  f o u r  

y e a r s .  A s  s h o w n  b y  t h e  r e d  l i n e  i n  t h e  t o p  p a n e l ,  t h e  n o m i n a l  

a p p r e c i a t i o n  of  t h e  d o l l a r  a g a i n s t  a t r a d e - w e i g h t e d  a v e r a g e  o f  

f o r e i g n  c u r r e n c i e s  w a s  6 5  p e r c e n t  f r o m  t h e  f o u r t h  q u a r t e r  o f  1 9 8 0  

t o  t h e  f o u r t h  q u a r t e r  o f  1 9 8 4 ;  t h e  d o l l a r  h a s  a p p r e c i a t e d  b y  a 

f u r t h e r  7 - 1 / 2  p e r c e n t  s o  f a r  i n  1 9 8 5 .  A s  shown  b y  t h e  b l a c k  l i n e ,  

t h e  a p p r e c i a t i o n  h a s  b e e n  s o m e w h a t  s m a l l e r  a f t e r  a d j u s t m e n t  f o r  

r e l a t i v e  m o v e m e n t s  i n  c o n s u m e r  p r i c e s .  The  s t a f f  c o n t i n u e s  t o  

b e l i e v e  t h a t  t h e  d o l l a r ' s  a p p r e c i a t i o n  a n d  t h e  a s s o c i a t e d  w i d e n i n g  

o f  t h e  U.S. c u r r e n t  a c c o u n t  d e f i c i t  a r e  n o t  s u s t a i n a b l e  

i n d e f i n i t e l y .  C o n s e q u e n t l y  w e  h a v e ,  w i t h  c o n s i d e r a b l e  h u m i l i t y ,  

i n c o r p o r a t e d  i n  o u r  f o r e c a s t  a d e p r e c i a t i o n  o f  t h e  dollar a t  a n  

a n n u a l  r a t e  o f  8 p e r c e n t ,  s t a r t i n g  f r o m  i t s  a v e r a g e  l e v e l  i n  

J a n u a r y .  

T h e  l o w e r  p a n e l  d e p i c t s  o n e  f a c t o r  t h a t  i s  f r e q u e n t l y  

c i t e d  a s  a n  i m p o r t a n t  p r o x i m a t e  d e t e r m i n a n t  o f  e x c h a n g e  r a t e s :  

m o v e m e n t s  i n  r e a l ,  l o n g - t e r m  i n t e r e s t  r a t e s .  T h e  a s s o c i a t i o n  

b e t w e e n  t h e  d o l l a r ' s  w e i g h t e d - a v e r a g e  v a l u e ,  s h o w n  i n  t h e  t o p  

p a n e l ,  a n d  t h e  d i f f e r e n t i a l  i n  r e a l ,  l o n g - t e r m  i n t e r e s t  r a t e s ,  

s h o w n  i n  t h e  l o w e r  p a n e l ,  i s  q u i t e  e v i d e n t .  I t  i s  e q u a l l y  e v i d e n t  

t h a t  o t h e r  f a c t o r s  h a v e  i n f l u e n c e d  t h e  d o l l a r ' s  v a l u e ,  e s p e c i a l l y  

i n . t h e  p a s t  t w o  y e a r s  w h e n ,  on b a l a n c e ,  t h i s  p a r t i c u l a r  m e a s u r e  o f  

t h e  d i f f e r e n t i a l  h a s  b e e n  e s s e n t i a l l y  u n c h a n g e d .  
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The u p p e r  p a n e l s  i n  t h e  n e x t  c h a r t  p r e s e n t  i n f o r m a t i o n  

o n  r e c e n t  a n d  p r o s p e c t i v e  p r i c e  d e v e l o p m e n t s  i n  t h e  U n i t e d  S t a t e s  

a n d  i n  m a j o r  f o r e i g n  i n d u s t r i a l  c o u n t r i e s .  A s  c a n  b e  s een  i n  t h e  

t o p  p a n e l ,  t h e  U n i t e d  S t a t e s  e n j o y e d  c o n s i d e r a b l y  m o r e  s u c c e s s  i n  

r e d u c i n g  c o n s u m e r  p r i c e  i n f l a t i o n  i n  1 9 8 2  a n d  1 9 8 3 .  However, t h a t  

m a r g i n  n a r r o w e d  m a r k e d l y  l a s t  y e a r ,  d e s p i t e  t h e  f u r t h e r  

a p p r e c i a t i o n  o f  t h e  d o l l a r ,  a n d  i t  i s  p r o j e c t e d  t o  b e  e l i m i n a t e d  

i n  1 9 8 6 ,  i n  p a r t  b e c a u s e  o f  t h e  d o l l a r ' s  p r o j e c t e d  d e p r e c i a t i o n .  

A s  i s  shown  i n  t h e  l e f t - h a n d  p o r t i o n  o f  t h e  m i d d l e  

p a n e l ,  t h e  U n i t e d  S t a t e s  c o n t i n u e s  t o  e n j o y  a much l a r g e r  

a d v a n t a g e  when i n f l a t i o n  i s  m e a s u r e d  i n  terms o f  w h o l e s a l e  o r  

p r o d u c e r  p r i c e s .  H o w e v e r ,  t h i s  s t a t i s t i c a l  e d g e  i s  p r o b a b l y  a 

m i s l e a d i n g  i n d i c a t o r  o f  l o n g e r - r u n  r e l a t i v e  p r i c e  t r e n d s  b e c a u s e  

o f  t h e  s t r o n g e r  d i r e c t  i n f l u e n c e  o f  m o v e m e n t s  i n  e x c h a n g e  r a t e s  o n  

c o m m o d i t y  p r i c e s .  w h i c h  a r e  m o r e  h e a v i l y  r e p r e s e n t e d  i n  s u c h  

i n d e x e s .  T h i s  i n f l u e n c e  i s  i l l u s t r a t e d  m o r e  s t a r k l y  i n  t h e  

r i g h t - h a n d  p o r t  o n  o f  t h e  p a n e l  w h e r e  c h a n g e s  i n  t h e  E c o n o m i s t  

i n d e x  o f  commod t y  p r i c e s  a r e  p l o t t e d  i n  terms o f  t h e  U.S. d o l l a r  

a n d  i n  terms o f  f o r e i g n  c u r r e n c i e s .  On b o t h  b a s e s ,  c o m m o d i t y  

p r i c e s  r o s e  i n  9 8 3  a s  t h e  w o r l d  r e c o v e r y  g o t  u n d e r w a y .  T h e  p e a k  

y e a r - o v e r - y e a r  c h a n g e  f o r  t h e  d o l l a r  i n d e x  was 2 3  p e r c e n t ;  t h e  

e q u i v a l e n t  r i s e  i n  t e r m s  o f  f o r e i g n  c u r r e n c i e s  was 3 2  p e r c e n t .  I n  

t h e  s e c o n d  h a l f  o f  1984,  c o m m o d i t y  p r i c e s  d e c l i n e d  s h a r p l y  i n  

d o l l a r  t e r m s ,  w h i l e  i n  f o r e i g n  c u r r e n c y  terms t h e  p e r c e n t a g e  

c h a n g e  w a s  o n l y  s l i g h t l y  n e g a t i v e .  

A s e p a r a t e  i s s u e  r a i s e d  b y  t h e  r i g h t  h a n d  p a n e l  i s  why 

c o m m o d i t y  p r i c e s ,  e v e n  when t r a n s l a t e d  i n t o  f o r e i g n  c u r r e n c i e s ,  
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h a v e  s t o p p e d  r i s i n g .  C o n t r i b u t i n g  f a c t o r s  a p p e a r  t o  i n c l u d e :  

( 1 )  h e  p r e s  u res  on many o f  t h e  c o u n t r i e s  t h a t  p r o d u c e  p r i m a  Y 

p r o d u c t s  t o  i n c r e a s e  t h e i r  p r o d u c t i o n  and  e x p o r t s  i n  o r d e r  t o  h e l p  

t o  s e r v i c e  t h e i r  e x t e r n a l  d e b t s ,  ( 2 )  t h e  m o d e r a t e  p a c e  o f  O E C D  

e c o n o m i c  a c t i v i t y  now t h a t  g r o w t h  h a s  s l o w e d  i n  t h e  U n i t e d  S t a t e s ,  

and  ( 3 )  t h e  c o n t i n u e d  h i g h  l e v e l  o f  r e a l  i n t e r e s t  r a t e s ,  w h i c h  

d i s c o u r a g e s  s t o c k  b u i l d i n g .  

The b o t t o m  p a n e l  shows t h a t  t h e  r a t e  of g r o w t h  o f  r e a l  

GNP i n  t h e  m a j o r  f o r e i g n  i n d u s t r i a l  c o u n t r i e s  e d g e d  u p  t o  a b o u t  3 

p e r c e n t ,  on a v e r a g e ,  by t h e  end  o f  1 9 8 3 ,  r e m a i n e d  a t  a b o u t  t h a t  

r a t e  l a s t  y e a r ,  and  i s  p r o j e c t e d  t o  c o n t i n u e  i n  t h a t  r a n g e  d u r i n g  

t h e  f o r e c a s t  p e r i o d .  A l t h o u g h  p r i v a t e  d o m e s t i c  demands  a r e  

e x p e c t e d  t o  i n c r e a s e  somewhat  i n  t h e s e  c o u n t r i e s ,  t h i s  r i s e  w i l l  

e s s e n t i a l l y  o f f s e t  c o n t i n u e d  r e s t r a i n t  on p u b l i c  e x p e n d i t u r e s  and 

t h e  r e d u c e d  s t i m u l u s  f r o m  t h e  U.S. economy.  

T u r n i n g  t o  t h e  non-OPEC d e v e l o p i n g  c o u n t r i e s ,  t h e  t o p  

p a n e l  o f  t h e  n e x t  c h a r t  d e p i c t s  t h e  d r a m a t i c  i m p r o v e m e v t s  i n  t h e i r  

e x t e r n a l  a c c o u n t s  d u r i n g  t h e  p a s t  t h r e e  y e a r s .  We e s t i m a t e  t h a t  

t h e i r  combined  c u r r e n t  a c c o u n t  d e � i c i t  s h r a n k  f r o m  more  t h a n  $80  

b i l l i o n  i n  1981  t o  a b o u t  $ 3 0  b i l l i o n  l a s t  y e a r ,  a n d ,  a s  a g r o u p ,  

t h e y  had  a b a l a n c e  o n  m e r c h a n d i s e  t r a d e  c l o s e  t o  z e r o .  

We a n t i c i p a t e  t h a t  t h i s  improvemen t  w i l l  b e  s u s t a i n e d  

d u r i n g  t h e  f o r e c a s t  p e r i o d .  The r a t e  o f  g r o w t h  i n  t h e  vo lume  o f  

t h e i r  e x p o r t s  s h o u l d  c o n t i n u e  a t  a q u i t e  r a p i d  p a c e ,  a s  i s  shown 

i n  t h e  m i d d l e  p a n e l .  Meanwhi l e .  t h e  g r o w t h  i n  t h e  v o l u m e  o �  t h e i r  
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imports should also rise, partly as a further catch up from recent 

depressed rates and partly as a consequence of a slight 

acceleration in economic growth -- as is shown in the lower panel. 

Nevertheless, the growth of real GDP in these countries will 

remain on average significantly below that recorded in the 1976-80 

period. These projections are based on the assumption that most 

of these countries will have very limited access to additional 

financing from foreign commercial banks. Moreover, in many cases 

the process of external adjustment is far from complete and the 

process of internal adjustment is at a very early stage. Indeed, 

these facts imply significant risks for the overall forecast. 

Information concerning the oil situation, another 

key area of risk and uncertainty, is presented in the next chart. 

As can be seen in the top panel, we have incorporated in our 

forecast a continued erosion in the nominal, or dollar, price of 

imported oil -- specifically a 10 percent decline over the 

two-year forecast period, as Mr. Kichline has noted. The 

projected near-term decline is consistent with the outcome of the 

recent OPEC meeting and developments in the increasingly important 

spot oi market. A s  can be seen from the black line, this 

project on -- combined with the staff’s inflation projection 

imp1 ies that by the fourth quarter of 1986 the real price of U.S. 

imported oil will have returned almost to its level in early 

1979. 

The erosion of the oil price has been associated with 


important changes in the world oil market. As is shown in the 




-- -- 

- 5 - 


m i d d l e  p a n e l ,  OPEC p r o d u c t i o n  o f  c r u d e  o i l  now r e p r e s k n t s  a much 

d i m i n i s h e d  p r o p o r t i o n  o f  w o r l d  p r o d u c t i o n .  M o r e o v e r ,  r i s i n g  

non-OPEC p r o d u c t i o n  a n d  c o n t i n u e d  m o d e r a t i o n  i n  o v e r a l l  d e m a n d  h a s  

g e n e r a t e d  s u b s t a n t i a l  s u r p l u s  c a p a c i t y .  A s  s h o w n  i n  t h e  t a b l e ,  

t o t a l  p r o d u c t i o n  l a s t  y e a r  was  a b o u t  39 m i l l i o n  b a r r e l s  a d a y ,  b u t  

t h a t  r a t e  l e f t  9 m i l l i o n  b a r r e l s  a d a y  o f  s u r p l u s  c a p h c i t y  -- m o s t  

o f  i t  i n  OPEC f i e l d s .  A s  a c o n s e q u e n c e ,  S a u d i  A r a b i a ,  i n  

p a r t i c u l a r ,  h a s  a m u c h - r e d u c e d  a b i l i t y  t o  c u s h i o n  a n y  s o f t n e s s  i n  

o i l  p r i c e s  or i n c r e a s e s  i n  p r o d u c t i o n  b y  o t h e r  OPEC ot non-OPEC 

s u p p l i e r s .  

A g a i n s t  t h i s  b a c k g r o u n d ,  t h e  b o t t o m  p a n e l  p r e s e n t s  o u r  

f o r e c a s t  f o r  U.S. p e t r o l e u m  i m p o r t s .  A l t h o u g h  we p r o j e c t  a 2 0  

p e r c e n t  r i s e  i n  t h e  v o l u m e  o f  s u c h  i m p o r t s  o v e r  t h e  n e x t  e i g h t  

q u a r t e r s ,  l a r g e l y  i n  r e s p o n s e  t o  r i s i n g  e c o n o m i c  a c t i e i t y  a n d  

l o w e r  o i l  p r i c e s ,  t h e i r  v a l u e  r i s e s  much m o r e  m o d e r a t e l y .  

T u r n i n g  c o  o v e r a l l  t r e n d s  i n  U.S. i m p o r t s  a n d  e x p o r t s  o f  

g o o d s  a n d  s e r v i c e s ,  t h e  t o p  p a n e l  o f  t h e  n e x t  c h a r t  p i o v i d e s  a 

c y c l i c a l  c o m p a r i s o n  o f  t h e i r  g r o w t h  i n  r e a l  t e r m s .  T b e  r a p i d  

e x p a n s i o n  o f  U.S. i m p o r t s  o f  , b o t h  g o o d s  a n d  s e r v i c e s  h a s  b e e n  

o u t s i d e  t h e  r a n g e  o f  a n y  c y c l i c a l  e x p e r i e n c e  o f  t h e  p a s t  30  y e a r s .  

T h e  e x p  o s i o n  o f  U.S. i m p o r t s  o f  g o o d s  i s  w e  1 d o c u m e n t e d .  T h e  

e q u a l l y  d r a m a t i c  e x p a n s i o n  o f  o u r  i m p o r t s  o f  s e r v i c e s  l i n e  3 

may b e  l e s s  w i d e l y  a p p r e c i a t e d .  I t  h a s  b e e n  t h e  c o n s e q u e n c e  o f  

h i g h  i n t e r e s t  r a t e s  i n t e r a c t i n g  w i t h  t h e  r a p i d l y  g r o w z n g  s t o c k  o f  

o u r  e x t e r n a l  d e b t s ,  p l u s  t h e  e f f e c t s  o f  t h e  s t r o n g  d o l l a r  a n d  t h e  

b o o m i n g  U.S. e c o n o m y .  
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As is shown i n line 5 o f  the table, the performance o f  

U.S. exports o f  goods, despite t h e  effects o f  t h e  strong dollar, 

h a s  substantially outpaced that in the 1975 cycle t h e  most 

directly comparable international cycle. I n  sharp contrast, 

service exports in real terms have been depressed b y  the effects 

of weak foreign activity and t h e  dollar's appreciation on profits 

from direct investments abroad, as well a s  b y  the reduced pace o f  

U . S .  lending abroad. 

As is shown in the lower panel, w e  are forecasting a 


recovery o f  real imports of goods and services in 1985, from the 


depressed rate recorded in the fourth quarter o f  last year, and 


s o m e  moderation in their growth in 1986, under t h e  influence o f  


t h e  dollar's projected depreciation. On t h e  export side, w e  


expect receipts t o  b e  depressed in the short run b y  a decline in 


agricultural shipments but to recover in the second h a l f  o f  the 


year and in 1986. 


The next chart summarizes the staff's projection o f  the 


U.S. current account balance and estimates o f  t h e  hypothetical 


influence on that balance of the dollar's appreciation since the 


end o f  1980. T h e  top line in the top panel presents t h e  actual 


and projected path o f  the price-adjusted dollar. The vertically 


shaded area in the chart indicates our rough estimate o f  the 


portion o f  the dollar's appreciation s i n c e  the end o f  1980 that 


c a n  be associated with the effects o f  t h e  relative rise in U.S. 


real interest rates. The portion labeled "fiscal expansion" 


shows t h e  estimated direct contribution o f  the U.S. fiscal 
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e x p a n s i o n  t o  t h e  d o l l a r ' s  a p p r e c i a t i o n  t h r o u g h  c h a n g e s  i n  r e a l  

i n t e r e s t  r a t e s ,  A s  I n o t e d  e a r l i e r ,  t h e  s i z e  o f  t h e  o n e x p l a i n e d  

r e s i d u a l  h a s  i a c r e a s e d  i n  r e c e n t  y e a r s .  

The l o w e r  p a n e l  i l l u s t r a t e s ,  i n  t h e  l o w e r  l i n e ,  t h e  

w i d e n i n g  o f  t h e  U.S. c u r r e n t  a c c o u n t  d e f i c i t  p r o j e c t e d  f o r  t h e  

n e x t  two  y e a r s ,  r e a c h i n g  a l m o s t  $140  b i l l i o n  by t h e  e d d  o f  t h e  

p e r i o d .  The p i n k  a r e a  i n d i c a t e s  a n  e s t i m a t e  -- b a s e d  upon t h e  

u n r e a l i s t i c  a s s u m p t i o n  t h a t  c h a n g e s  i n  e x c h a n g e  r a t e s  a r e  e n t i r e l y  

exogenous -- of t h e  con t r ibu t ion  of t h e  d o l l a r ' s  real apprec ia t ion  

s i n c e  t h e  end  o f  1980  t o  t h a t  d e f i c i t .  D e s p i t e  t h e  d o l l a r ' s  

p r o j e c t e d  d e p r e c i a t i o n ,  t h e  e f f e c t  c o n t i n u e s  t o  i n c r e a s e  i n  l a r g e  

p a r t  b e c a u s e  o f  c o n t i n u i n g  i n t e r e s t  p a y m e n t s  o n  t h e  h u g e  s t o c k  o f  

e x t e r n a l  l i a b i l i t i e s  b u i l t  up i n  e a r l i e r  y e a r s .  

The t a b l e  o n  t h e  n e x t  p a g e  p r e s e n t s  some e s t i m a t e s  o f  

t h e  s t r u c t u r e  o f  U.S. c a p i t a l  t r a n s a c t i o n s .  Net p r i v a t e  c a p i t a l  

i n f l o w s  l i n e  2 e x p a n d e d  r a p i d l y  i n  1 9 8 4 ,  as t h e y  d i d  i n  

1 9 8 3 ,  b u t  a r e  e x p e c t e d  t o  show l i t t l e  f u r t h e r  i n c r e a s e  t h i s  y e a r .  

The c o m p o s i t i o n  o f  t h o s e  i n f l o w s  c h a n g e d  d r a m a t i c a l l y  l a s t  y e a r .  

I n  c o n t r a s t  t o  1 9 8 3 ,  when t h e  s h i f t  i n  � l o w s  was c o n c e n t r a t e d  a t  

b a n k s ,  a w ide  v a r i e t y  o f  c h a n n e l s  was u s e d  i n  1984 .  A s  c a n  b e  

s e e n  f r o m  l i n e  4 ,  b o n d s  and  s t o c k s  a c c o u n t e d  f o r  s u b s t a n t i a l  n e t  

i n f l o w s  l a s t  y e a r  a s  U.S. c o r p o r a t i o n s  i s s u e d  E u r o b o n d s  a t  a 

r e c o r d  p a c e  and  p r i v a t e  f o r e i g n e r s  made s u b s t a n t i a l  n e t  p u r c h a s e s  

o f  U.S. T r e a s u r y  s e c u r i t i e s ;  t h i s  t r e n d  c o u l d  w e l l  c o n t i n u e  t h i s  

y e a r .  The n e t  i n f l o w  t h r o u g h  d i r e c t  i n v e s t m e n t  and o t h e r  non-bank 

t r a n s a c t i o n s  l i n e  5 a l s o  i n c r e a s e d  d r a m a t i c a l l y  l a s t  y e a r ,  
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l a r g e l y  a s  a r e s u l t  oE s e v e r a l  l a r g e  t a k e o v e r s  by E o r e i g n  

c o r p o r a t i o n s ;  we a n t i c i p a t e  a d r o p  i n  s u c h  a c t  v i t y  t h i s  y e a r .  

O f f i c i a l  t r a n s a c t i o n s ,  in l i n e  6 ,  i n c l u d e  l e n d  ng a c t i v i t i e s  a s  

w e l l  a s  t r a n s a c t i o n s  a f f e c t i n g  o f f i c i a l  r e s e r v e s ;  we a n t i c i p a t e  a 

r e d u c e d  n e t  o u t f l o w  t h r o u g h  s u c h  c h a n n e l s  i n  1 9 8 5 ,  p a r t l y  a s  a 

c o n s e q u e n c e  o f  o u r  p r o j e c t i o n  o f  t h e  d o l l a r ' s  d e p r e c i a t i o n .  

M K .  K i c h l i n e  w i l l  now c o m p l e t e  o u r  p r e s e n t a t i o n .  
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JLKichline 

February 12, 1985 


CHART SHOW CONCLUSION 

The next table presents some areas of risk and 


uncertainty attached to the staff forecast. This is by no 


means a complete listing of factors that could evolve dif


ferently from our expectations, but it is sufficient to 


indicate a few points of vulnerability. The staff estimates 


trend productivity growth over the forecast of 1-114 to 


1-1/2 percent per year, up from the dismal 70's pace but one 


could argue a lower or higher rate. If, for example, the 


pickup in investment, reduction in government regulations, 


and work experience of the baby-boomers are contributing to 


appreciably higher trend productivity growth than estimated, 


we could expect larger expansion of real GNP and 1097er rates 


of inflation. 


Our estimate of the natural rate of unemploy

ment--that is, the unemployment rate that would provide 

stable inflation in the long run--is around the middle of 

explicit or implicit estimates that range fron below 6 to 

over 7 percent. If the rate is much different than our 

estimate, that would alter our view on the prospective rate 

of inflation and real GNP growth. Mr. Truman has noted 

risks associated with the exchange rate and oil prices. For 

the dollar, the appreciation of 1984 and early 1985 pushes 
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the domestic price and activity effects of the eventual 


decline into 1986 and beyond. For oil prices, a major break 


in the price would have important domestic price and activity 


impacts as well, but also produce questions about financial 


stability as decisions premised on much higher oil prices 


would become uneconomic. As to fiscal policy, our assump


tions entail aggressive actions but much more needs to be 


accomplished to put fiscal policy on a sustainable longer-


run path. On balance, we have grappled with these issues 


and others in preparing the projection and have made judg


ments that we believe represent the most likely outcome. 


Clearly, however, there is much room for alternative views. 


The last chart presents the 1985 forecasts of Board 


members, Presidents, the staff and the administration. In 


general, the various forecasts are fairly close, with the 


staff figures tending to the low side for expected real GNP 


growth and the deflator. The forecasts presented to the 


Congress in July are shown in the bottom panel. 





